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StJIQIARY

In its opening Ca.aents in this proceeding, U S WEST reiter

ated that price cap regulation was no longer an untested theory

and that by any measure price cap regulation was a success. This

was evidenced by the fact that under price cap regulation:

1) access prices have declined; 2) service quality has been

maintained; 3) significant investment in telecommunications

infrastructure has occurred; 4) telephone subscribership has in

creased; and 5) local exchange carriers ("LEC") have increased

efficiency. U 5 WEST urged the Commission to concentrate on

three simple goals in this price cap review proceeding:

1) remove the last remnants of rate of return
regulation from price cap regulation;

2) aodify the price cap plan to accommodate
competition; and

3) streamline the rules for introducing new
services.

Achievement of these goals would represent a major step toward

the use of true incentive regulation.

Not surprisingly, most non-LEC co...nters claimed that

coapetition was all but non-existent in interstate access markets

and reco...nded a plethora of "rate-of-return like" adjustments

which would remove virtually all incentives from the LEC price

cap plan. For all intents and purposes, their recommendations

represent a total repudiation of incentive regulation. Their

support for price cap regulation is in name only. Rather than a

point-by-point rebuttal of opponents' proposals, U S WEST

restricts its reply comments to those areas where parties
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distorted the facts, .isconstrued the law, or where clarification

or rebuttal was necessary to set the record straight.

With regard to competition, there are significant differ

enc.s a.ong the co..enters, with IXCs and CAPs basically arguing

that the Commission need not adopt a transition mechanism since

comPetition is nonexistent. U S WEST believes that comPetition

already has emerged in interstate markets and will only grow

further. LECs will be harmed unnecessarily if the Commission

does not modify the price cap plan to accommodate competition.

Conversely, if comPetition does not flourish, no party would be

harmed by Commission adoption of a transition mechanism which is

never triggered. Thus, disagreement over the current level of

LEC comPetition should not deter the Commission from adopting a

transition mechanism in this proceeding.

Numerous parties argue that LEC price cap indices should be

reduced to reflect the decline in interest rates and the cost of

capital since the introduction of price cap regulation. These

parties forget that the cost of capital changes has no role in a

price cap plan. Under price cap regulation, prices are capped by

a set formula and LECs are incented to provide service in the

most efficient manner, regardless of what happens to the various

cost components. Any cost of capital adjustments in effect would

constitute a re-prescription of the cost of capital for price cap

LECs. Neither the Commission's price cap rules nor Part 65 Rules

allow for a cost of capital prescription to reset LEC price cap

rates. As such, the Commission should decline to address the

issue of cost of capital adjustments in this proceeding. The

- iii -



co..ission has already found that price cap regulation is a more

efficient form of regulation.

In their quest to obtain even lower access rates, several

parties argue that the productivity factor in the LEC price cap

foraula should be increased siqnificantly. These parties present

no reliable evidence of productivity qains but base their produc

tivity arquments on claims of excessive LEC earninqs since the

adoption of price cap regulation. In this Reply, U S WEST demon

strates that neither opponents' productivity conclusions nor

their claims of excessive LEC earnings have any merit. Adjustinq

the productivity factor to reflect qains since the introduction

of price caps is nothinq more than an attempt to recapture LECs'

share of price cap productivity qains. This would diminish LEC

incentives qoinq forward and send the wronq signals to customers,

competitors, and financial markets.

The last major item that U S WEST addresses in its Reply is

pricinq flexibility. In discussinq pricinq flexibility and

pricing standards for new and existinq services, it seems that

everyone, except for LECs, has "a better idea" as to how LECs

should be further restricted. These parties claim to favor

coapetition and assert that adoption of their proposals will

prevent discrimination and cross-subsidization. U S WEST dis

aqrees. The only thinq that adoption of commenters' proposals

will do is to further their private interests and place LECs in a

regulatory straitjacket. If the Commission is serious about its

goal of increasinq access competition, it should identify LEC

services that are subject to coapetition and remove them from

price cap regulation.

- iv -



Before the
FEDERAL COIIIIUlfICATIONS COMMISSION

Washington, DC 20554

In the Matter of

Price Cap Perforaance for
Local Exchange Carriers

)
)
)
)

REPLY COMMENTS

CC Docket No. 94-1

U S WEST Communications, Inc. ("U S WEST"), through counsel,

and pursuant to the Federal Communications Commission's ("Commis

sion") order,' hereby files its Reply Comments in the Commis

sion's Price Cap Review proceeding. 2

I. INTRODUCTION

A. Oyerview of U S WEST's po.ition

In its opening Comment. in thi. proceeding, U S WEST reiter

ated that price cap regulation was no longer an untested theory

and that by any measure price cap regulation was a success. 3

This was evidenced by the fact that under price cap regulation:

1) access prices have declined; 2) service quality has been

maintained; 3) significant investment in telecommunications

infrastructure has occurred; 4) telephone subscribership has

increased; and 5) local exchange carriers ("LEC") have increased

'In the Matter of Price CAP PerfOrMAnce Reyiew for Lpcal
Exchanga Carriers. Motion for Extension of Time and Motion to
Compel Production of Data, CC Docket No. 94-1, Order, DA 94-601,
reI. June 8, 1994, , 5 ("Order").

2In the MAtter of Price Cap Performance Raview for Lgcal
ExchAnge Carriers, Botice of Proposed Bu1eaaking, 9 FCC Rcd.
1687, 1707 , 107 (1994) ("Notice of Proposed Bulemaking").

3u S WEST at 2-4.



efficiency.' U S WEST urged the ca..mission to concentrate on

three si~le goals in this price cap review proceeding:

1)

2)

3)

remove the last reanants of rate of return
regulation from price cap requlation1

aodify the price cap plan to accommodate
cOllpetition; and

streamline the rules for introducing new
services. 5

These goals are in concert with the Co.-ission's original price

cap goals and their inCOrPOration into the LEe price cap plan

would represent a major step toward the use of true incentive

regulation.

One of the last remnants of rate of return regulation which

must be eliminated is the sharing and low-end adjustment mecha

nism. These adjustments are essentially rate of return overlays

which dull and distort LEC incentives under price cap regulation.

There is no justification for continued use of the sharing and

low-end adjustment mechanism when the LEC price cap plan already

contains safeguards against unreasonable LEC pricing behavior,

including a productivity Offset, a consumer productivity divi

dend, and numerous indices and sub-indices.

U S WEST believes the best way to modify the current price

cap plan to accommodate competition is to remove competitive

services from price cap requlation as competition evolves using

the United States Telephone Association's ("USTA") Access Reform

,~ at iii.

5~
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proposal.' Once co~tition has reached a certain level in a

market area, pervasive price and service regulation is counter

productive. It sends the wrong signals to competitors, custom

ers, and financial markets and unfairly penalizes LECs.

Lastly, current Commission Rules unnecessarily impede the

introduction of new LEC services. These Rules must be stream-

lined if the commission is to achieve its price cap objectives.

The need is even more urgent in those areas of the business where

competition is becoming the norm. At a minimum, the Commission

must: 1) eliminate the requirement to obtain Part 69 waivers;

2) reduce notice periods; 3) reduce the need for detailed cost

showings; 4) streamline the Section 214 process; 5) reduce the

need for Part 61 waivers; and 6) allow LECs greater freedom to

modify new service prices.

In addition to the above items, U S WEST addressed possible

modifications to the interstate price cap formula -- 1) opposing

one-time or ongoing adjustments to reflect changes in interest

rates or the cost of capital; 2) supporting the elimination of

exogenous cost adjustments; 3) finding continued use of a 3.3

percent total productivity offset to be acceptable with the

elimination of sharing; and 4) finding that the Balanced 50/50

Formula to cap common line charges was an unnecessary distortion.

'In the latter ot BIfar. af the Interstate Access Charge
Rule., RM-8356, USTA'. Petition for Rulemaking filed Sep. 17,
1993 ("USTA Proposal").
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B. Positions of Other Parti.s

Thirty-nine parties filed comments in the opening round of

this proceeding. 7 These parties consisted of price cap LECs,

interexchange carriers ("IXC"), competitive access providers

("CAP"), consumer advocates, large users, ••all LECs, and cable

companies. It should come as no surprise that there was substan

tial disagreement among the parties. However, there were a few

issues that parties agreed upon -- at least in principle. The

parties generally agreed that price cap regulation had not harmed

7Ad Hoc Teleco..unications Users Comaitt.. ("Ad Hoc"):
Aeronautical Radio, Inc. ("ARINC"): American Library Association
("ALA"): Aaeritech: Association for Local Teleca.munications
Services ("ALTS"): AT'T Corp. ("AT'T"): Bell Atlantic Telephone
Coapanies ("Bell Atlantic"): BellSouth Telec~unications, Inc.
("Bellsouth"): California CAble Tel.vision Association ("CCTA"):
Cincinnati Bell Tel.phone Caapany: Citizens for a Sound Econoay
Foundation ("CSE"): Competitive T.l.co..unications Association
("Ca.pTel"); Coaputer' coaaunications Induatry Aasociation
("CCIA"): council of Chi.f Stat. School Officers, and The Nation
al Association of Secondary School Principals ("School Coa
mant.ra"): Eagle T.l.phonics, .t al.: General Services Adminis
tration ("GSA"): GTE Service Corporation and its affiliated
domestic telephone operating companies ("GTE"): Interaedia
Co..unications of Florida, Inc.; International Communications
Association ("ICA"); The Lincoln Telephone and Telegraph Company
("Lincoln"): MCI Teleca.munications Corporation ("MCI"): MFS
Co..unications Company, Inc. ("MFS"); National Rural Telecom
Association ("NRTA"): National Telephone cooperative Association
("NTCA"): NYNEX Telephone Companies ("NYNEX"): Office of the
Consumers' Counsel, state of Ohio ("OCCO"): The Organization for
the Protection and Advanc...nt of Saall Telephone coapanies
("OPASTCO"); Pacific Bell and Nevada Bell ("Pacific"); Penn
sylvania Office of Consumer Advocate ("PaOCAIt): Rochest.r Tele
phone Corporation ("Rochester"): southern New England T.l.phone
Company ("SNET"); Southwestern Bell Telephone Company ("SWBT"):
sprint Corporation ("Sprint"): Teleport Communications Group Inc.
("TCG"): Tele-Communications Association ("TCA"): Time Warner
Co_unications (ltTime Warner"): USTA: WilTel, Inc. ("WilTel"):
and U S WEST.
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univer.al service and that univ.rsal .ervice i.su.s .hould be

addr••••d in a separate proceeding.'

Anoth.r point on which the parties "theoretically" agr••d

was that price cap requlation r.presented an improvement over

rate of r.turn r.qulation. A review of the coaments indicates

that agreement on this point was illusory at best. For example,

several parties claim that LEC price cap indices ("PCI") and

rates should be reduced to reflect:

• declines in the cost of capital and interest
rates;

• increases in LEC earnings above the previous
ly authorized rate of return; and

• LEC productivity gains in excess of 3.3 per
cent.

In suggesting such modifications, these parties cannot in all

honesty claim that they favor price cap requlation over rate of

return requlation when LEC PCls have fallen and LECs are priced

below their caps. These parties may use the term "price cap

requlation" to describe their proposals, but that is the same as

describing "a wolf in sheep's clothing."9 Clearly, adoption of

lIt should be noted that a few parties suggested that uni
versal service should be expanded to include wiring schools and
libraries. ~ ALA at 2; CCIA at 12; School Co..enters at 1-2.
But, as a whole, co...nting parties overwhelmingly favored
deferring universal service issues to a separate proceeding.

9a.., ~, MCI's proposals at 27 (a one-time reduction in
LEC PCls of 7.5 percent to reflect LEC productivity gains in
excess of 3.3 percent for the 1991-1993 period and an adjustment
in LEe PCls to reflect lower co.t of capital), 18 (an increase in
the LEe productivity factor to 5.9 percent), 47-48 (a downward
exogenous cost adjust.ent for equal access network reconfiqura
tlon and sales/swaps of exchanges), 41-44 (the elimination of
exogenous cost treatment of any items such as Other Post Employ-

(continued••• )
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any such proposals will represent a step backward toward rate of

return regulation, not an improvement in price cap regulation.

A point on which the parties truly agreed in principle was

that LEC regulation should be streamlined once competition was

shown to exist. Not surprisingly, the various parties' discus

sions of competition sounded like the "Tower of Babel." Parties

disagree on, among other things: 1) the relevant markets to be

examined; 2) the means of measuring competition; 3) threshold

levels of competition; 4) the power of large access customers; 5)

the existence of barriers to entry; and 6) the current level of

comPetition.

other than the above few items, there was little, if any,

agreement among the different classes of commenters. While there

were differences in views within each class of participants, for

the most part these differences were minimal compared to the

differences between classes.'o As a whole, price cap LECs

favored a movement towards greater incentive regulation with more

flexibility in introducing new services and greater freedom to

respond to competition. Price cap LECs supported the elimination

of sharing and low-end adjustments," the same or a reduced

'( ••• continued)
Dent Benefits ("OPEB") which might result in upward adjustments
to LEC PCls), 29-30 (a reduction in sharing thresholds).

1°An exception to this observation was U S WEST's proposal
that exogenous cost treatment be eliainated on a ongoing basis.
U S WEST at 46-47.

'1Aaeritech at 14; Bell Atlantic at 7-12; BellSouth at 9,
47; NYNEX at 30-31; Pacific at 43-49; SWBT at 43-47; Sprint at 5,
13-15; GTE at 67-69; Lincoln at 3, 11-12; Rochester at 12-13, 20;
U S WEST at 8-12.

6



productivity offaet,'2 a reduction in the number of baskets and

bands,'3 greater pricing flexibility, 14 elimination of the 50/50

fontUla for capping the co_on line basket15 and opposed one-

time adjustments for cost of capital and interest rate

changes. 16 lXCs and parties representing large users favored

any price cap adjustments which would ensure an immediate reduc

tion in LECs' rates under price cap regulation, including higher

productivity offsets,'7 one-time adjustments for cost of capital

and interest rate decreases,'S elimination of the low-end

adjustaent,'9 reductions in sharing thresholds,~ limitations on

exogenous cost treatment,21 and offsets and subsidies associated

12ABeritech at 12-13; Bell Atlantic at 15-17; BellSouth at
46-47; GTE at 73-75; Lincoln at 7-10; NYNEX at 41; Pacific at 28;
Rochester at 19; SWBT at 33; SNET at 13-14; U S WEST at 34-35.

13Aaeritech at 8-11; 8ellSouth at 20-32, 92-95; GTE at
62-64; Lincoln at 13; NYNEX at 23-27; Pacific at 27; Rochester at
18; SWBT at 81-87; U S WEST at 30-33, 88-89.

14Ameritech at 11; Bell Atlantic at 27; BellSouth at 92-95;
GTE at 40; Lincoln at 13; NYNEX at 26-27; Pacific at 26; SWBT at
87-89; U S WEST at 30-33.

15sell Atlantic at 17-18; BellSouth at 53-54; GTE at 72-77;
Pacific at 51; U S WEST at 44-47.

16Bell Atlantic at 12; BellSouth at 38; NYNEX at 32-35;
Pacific at 28; SWBT at 40-41; Lincoln at 10-11; Rochester at 19;
CSE at 4; U S WEST at 16-17.

17AT&T at 23-24; MCl at 18; Ad Hoc at 21; WilTel at 25;
ARlNC at 2; OCCO at 7; GSA at 8-10; lCA at 11-13; PaOCA at 6-7;
Sprint at 11-12.

18CCTA at 5; OCCO at 7; Ad Hoc at 25; AT&T at 30-33; GSA at
4, 6; MCl at 27; WilTel at 25.

19AT&T at 34-38; lCA at 14; MCl at 32; sprint at 13.

~Ad Hoc at 25; AT&T at 33; GSA at 7-8; MCl at 29.

Z1OCCO at 10; Ad Hoc at 25-26; lCA at 16; MCl at 42; WilTel
at 27.

7



with the sale/swap of local exchanges. U CAPs, on the other

hand, focused on ensuring that price cap LECs have as little

pricing flexibility as possible and the highest possible

prices. u CAPs advocated competitive tests and thresholds which

all but guaranteed that LECs would not gain any pricing flexibil

ity in the foreseeable future.~ Consumer advocates, generally

uncoafortable with any form of incentive regulation, argued that

the Commission needs to take steps to protect end users from

excessive prices.~

To a larqe extent, the lines are drawn between the parties

in this proceeding. Nothinq would be gained by repeating earlier

arguaents and rebuttinq opposing parties' arguments ad infinitum.

None of the arguments of other parties in the opening round of

co...nts has caused U S WEST to modify any of its positions in

this proceedinq. The same is probably true for most other

participants. In the comments which follow, U S WEST responds to

those areas of the opening comments where parties distort the

facts, misconstrue the law, or where clarification or rebuttal is

critical to correcting the record.

UAT&T at 49-52; HCI at 59-62.

axFS at 12-15; TCG at 25.

24ALTS at Exhibit A, Guicaelines for De.igainq Federal Regu
latory Policy to ProIIot;e Cgapetitiye IDeal TellcOMUDications
Service., by Jerry B. Dewall and John G. Williams, Hay 1994; MFS
at 46-50; TCG at 17-18; Time Warner at 12-15.

~OCCO at 3; PaOCA at 1-2.

8



II. DISAGUEMENT OVER THE CURREII'1' LEVEL OF LEC COMPETITION
SBOULD MOT DBTD THE COIIIIISSIOII PJlOM MODIFYING THE
PRIeI CAP PW TO ACCOIQIOPATI COIIPBTITION

In the opening comments, U S WEST and other LECs presented

extensive evidence of the extent and growth of competitive

alternatives to LEC interstate access services. u In particu

lar, LECs noted that a large amount of their business is highly

vulnerable to competition because of the concentrated nature of

LEC traffic. V For example, U S WEST noted that 0.1 percent of

the land area in the State of Washington generated 30 percent of

»Aaeritech at 29-31: Bell Atlantic at 4-5: BellSouth at
Attacmaent 1 at 3-6: GTE at 28: HYNBX at AttacbJlent B: Pacific at
72-96: SWBT at Appendix Camp, oe.onstration of Competition in
SWBT's Access Markets: U S WEST at 69-77.

21Aaeritech at 30: Bell Atlantic at Affidavit of Richard E.
Beville in Support of Ca.aents of Bell Atlantic at 2: BellSouth
at Attachment 2: GTE at Attachment C: NYNEX at 13-18: Pacific at
75: SWBT at Appendix Camp at 3-4: U S WEST at 73-74, Attachment
8.

9



its business calling rev.nues. a Siailar data was provided by

Bell Atlantic, NYNEX, and pacific.~

IXCs and CAPs took just the opposite approach. They lUllped

All LEC revenues together, regardless of jurisdiction, geography,

or type of service, and claimed that LECs' very high share of

these revenues was evidence of the continuing lack of competi

tion.~ IXCs and CAPs went on to assert that an incredible

number of threshold conditions must first be met before the

Commission could even consider modifying the LEC price cap plan

to acco..odate competition. Among others, these threshold

criteria included:

~en U S WEST filed its Co...nts on May 9, 1994, two CAPs
were authorized to provide local exchange service. a.a In the
latter of the pttitiQD of Digital DLrect of Seattle. IOC •• for an
Order Granting Aappdeept to legistrAtigo AgplicatiAD .04 Autho
rizina t;M Provi.iAD of Xnter- and IDtira-exghapge switched
Tel,cQRRuoioatigns services, .a.hington utilities and Transporta
tion coamission Dock.t No. UT-940529, Order, reI. Hay 25, 1994;
and See Network World. Inc., May 30, 1994, at 2.

Since then, two additional CAPs -- Tel-West Central Ser
vices, Inc., and MFS Intelenet of Washinqton, Inc. -- have
applied for certification as local exchange carriers. iAA In the
latter of the AppliCAtiAn Af MrS Intalanat of Washington. Inc ••
fAr an Order Authorizing the Registration of APplicant AI a
Telecgmauoicationl Cqapany, Washington Utilities and Transporta
tion Co.-ission Docket UT-940670, Authorizing legi'tratiQD, reI.
June 22, 1994; In the litter of the petition of TIl-West Central
Seryice•• Inc. for an order Granting Aaendment to Competitive
TelecOJlllUnicatiAD8 COJapany CIu.ification, Washington utilities
and Transportation C~i.sion Docket No. UT-940691, Notice of
Formal Inyestigation and Fact-Finding, reI. June 13, 1994.

~iAa USTA at Attachment 2 at Appendix B at B-2 through B-3.
(Bell Atlantic derived 71 percent of its .pecial access revenue
from 15 percent of its wire centers; Pacific generated 49 percent
of its business calling revenues from le.s than 1.0 percent of
its land area (Figure B-2C); and 30 percent of NYNEX's business
revenues are derived from 0.3 percent of its land area.}

~AT'T at 9; MFS at 39; TCG at 23; Ad Hoc at Attachment A at
101-02.

10



• elimination of all state regulatory con
straints on local exchange competition: 31

• unbundling of LEC basic network functions:~

• r.-oval of any restrictions on the use of
rights-of-way and cOnduit:D

• the establishment of number portability:~

• cost-based nondiscriminatory rates for all
unbundled functions:~

• elimination of all barriers to entry, includ
ing collocation restrictions, most LEC termi
nation liabilities, most LlC volume and term
discounts, high LEC rearrangement charges,
etc. :36

• when 30 percent of the subscribers are using
alternative providers of local exchange ser
vice: 37

• when alternative local service is available
to at least 75 percent of the subscribers in
a local exchange:~ and

• when service is available froa two or aore
alternative providers who are not dependent
on LEC facilities to provide service.~

The list qoes on. LECs would, in all likelihood, cease to

be viable economic enterprises if the Commission adopted even a

3'AT&T at 17: MrS at 46-49.

~AT&T at 17: MCl at 68: MrS at 46-49.

33AT&T at 17: MFS at 47.

~AT&T at 18 : MCl at 69: MFS at 51.

35AT&T at 17 : MCl at 75-76.

36AT&T at 17.

37l.si.L at 18.

~l.si.L at 18-19 n.24.

39l.si.L

11



portion of the criteria proposed by IXCs and CAPs before lifting

regulatory restraints on LEC services subject to competition. In

particular, these proposals are all based on the unsupported

notion that the interstate access market is inseparable from the

local exchange market. Clearly, these markets are separable,

both jurisdictionally and from a marketing perspective. For

example, interstate access markets are highly concentrated -

with 86 percent of LEC access services delivered to just three

customers -- AT&T, MCI, and Sprint.~ In contrast, local ex

change markets are very diffuse -- U S WEST serves approximately

9.8 million residence customers and approximately 3.9 million

business customers. 41 The only purpose of lumping together

these widely diverse markets is to develop the misleading refrain

that LECs continue to enjoy a 99 percent market share. But,

as Professor G. Harris of the University of California at

Berkeley points out:

Historical market share, especially as defined and
..asured by LEC comPetitors, is a highly biased measure
of competition in access services, because it does not
account for the "Schuapeterian" forces of rapid techno
logical change; does not account for state regulation
of LECs and their franchise obligations; fails to
include all sources of supply: and exaggerates the
implications of LECs' "ubiquitous" networks. 42

~&aa Trend' in Ttlephone service, Industry Analysis Divi
sion, Federal Communications Commission, May 1994, at 41.

41s.u U S WEST 1993 Annual Report Fact Book at 14.

42Reply Comments of USTA filed simUltaneously herewith
("USTA Reply") at Attachaent, Reply Report on LlC Price Cap
Reforas: United states TelephQne A'IQciation, by PrQfelsor
Robert G. Harris, University Qf CalifQrnia, Berkeley, and Law &
Economics CQnsulting Group, Inc., June 24, 1994 ("Harris Re
port"), at 11 (footnote omitted).

12



MFS and TCG argue that it is necessary to consider the local

exchange and interstate access markets jointly because LECs use

joint facilities to provide these services. They claim that LECs

can cross-subsidize competitive services with revenues from less

coapetitive .ervice•• u The.e arguments ignore both safequard.

which are inherent in the price cap system and the current

direction of subsidy flows.

First, the basket and band structure inherent in the price

cap system minimizes the possibility that price cap LECs could

raise the price of a less competitive service in order to recover

revenues lost from lowering prices on competitive services.

Moreover, if the commission adopts U S WEST's proposal to elimi

nate sharing and remove comPetitive services from price caps

entirely, LECs would have virtually no opportunity to increase

the price of less competitive services in order to lower the

price of a competitive service.

Secondly, current interstate access rules require LECs to

price their interstate access services to include support flows

to less competitive services -- not the other way around.

Examples of such subsidies include the current geoqraphic averag

ing of rates,~ the recovery of non-traffic sensitive costs

~ at 19, 39; TCG at 23. MFS and TCG conveniently ignore
the fact that there is no legal basis to support their "joint
facilities" argument. ~ Louisiana Public Service Com'n y. FCC,
106 S. ct. 1890, 1902 (1986); and see 47 USC SS 152(b), 221(b).

~ile the ca.mission has granted U S WEST the ability to
d.average its prices into three density zones, U S WEST has not
yet proposed such c1eaveraging. And, once U S WEST does c1eaverage
its special ancl switched access rates, the pricing rules for the
zones serve to substantially limit the extent of such deaverag
ing.
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through traffic sensitive carrier co..on line rates, the inter

connection charge, and long tera support payments to the National

Exchange Carrier Association, Inc. Thus, the Commission's

attention should be directed at reforming its Rules to remove

subsidies that flow~ competitive services t2 less competitive

services.

The commission should reject CAP and IXC proposals to

establish measures associated with the level of competition in

local exchange markets (Lb, as opposed to interstate markets)

as preconditions for allowing LECs additional pricing flexibility

for interstate access services.'s These proposals are merely

self-serving attempts by these competitors to handicap LECs.~

The Commission's goal should be to remove regulatory bar

riers to entry in the interstate jurisdiction -- not to shield

non-LEC providers fro. competition. No purpose is served by

creating "artificial" competition where alternative providers

price under a highly regulated LEC "umbrella" in those areas

where it is profitable to do so. Such an approach only creates

vested interests in the status quo and deprives consumers of the

true benefits of competition.

The fact that the participants to this proceeding cannot

agree on the extent of competition should not dissuade the

co..ission from adopting a reasonable set of criteria for

'Sa.. Attachment 1 hereto for U S WEST's response to some of
the more extreme CAP proposals.

~Professor Harris discusses the potential dangers of adopt
ing such one-sided proposals in his review of the history of
railroad regulation. He describes the daaage to the nation's
railroads that resulted fro. adopting regulatory proposals that
favored the trucking industry. Harris Report at 7-9.
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re.cvinq regulatory constraints on LlC services subject to

co~tition. While this is not a simple task, it will not get

any easier with increased competition. Now is the time to

establish such standards. 47

U S WEST continues to believe that the USTA Proposal offers

a reasonable means for identifying those LEe areas and services

which are subject to effective competition. This proposal is

based on the notion of addressability -- which essentially

measures the extent to which customers have alternative sources

of supply.~ Addressability is an appropriate measure of market

power.~ In the absence of market power, there is no justifica

tion for rate regulation -- that is the reason CAPs are not

subject to the same level of regulation as LECs. Likewise, LEC

services should be removed from regulation where LECs lack market

power.

As noted earlier, several parties sU9gest that the Com

mission need not adopt a transition mechanism in this proceeding

-- but should defer consideration of such mechanisms

47The Comaission's experience in the Local Transport pro
ceeding, CC Docket Mo. 91-213, indicates that the task of adopt
ing reasonable criteria will beco.. increasingly difficult as
alternative providers respond to artificial pricing signals and
move into aarket niches which they find to be highly profitable
in today's environment of pervasive LEC regulation.

~ USTA at Attachment 9, CQlRltitiye Market Area Demon
stration and Data Reporting Reguirements, at 11-12.

4~arket power is "the ability to restrict output or raise
price over what would prevail in a competitive market, and
maintain it over time." In the MAtter of Competition. Rite
Deregulation Ind the Commission's Pglicies Relating to the
Provision of Cable Teleyision Service, Report, 5 FCC Red. 4962,
4968 n.19 (1990).
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indefinitely.~ The.e parties would have the Commission ignore

the very real and substantial changes that will certainly occur

in interstate access markets during the life of the plan -

changes that are partly the result of the Commission's own

policies.

U S WEST believes that competition already has emerged in

interstate access markets in select geographic areas, and such

competition will increase significantly in the very near future.

If U S WEST is correct in its analysis, there would be substan

tial harm in deferring the adoption of a transition mechanism.

Conversely, no party will be harmed if the Commission adopts

the transition mechanisms proposed by U S WEST and other LECs and

no further competition emerges in interstate access markets. In

this instance, U S WEST and other LECs presumably would fail to

make a showing that the customers in a particular wire center

have alternative sources of supply. Consequently, no transition

mechanisms would be triggered and no LEC wire centers or services

could be removed from price cap regulation or be the Subject of

streamlined regulation.

The failure to adopt a transition mechanism now will post

pone the realization of the benefits of competition to consumers

particularly lower prices. s1 Delay will send distorted pric-

H&§A AT'T at 19; Time Warner at 6; sprint at 26; OCCO
at 13.

S1The Commis.ion need look only to the recent interstate
acce.. tariff filed by MFS for evidence that consumers will be
harmed by postponing the adoption of transition mechani••s for
LECs. For example, that tariff includes a "Residual Intercon
nection Charge." As the Co..ission has noted, the residual
interconnection charge is essentially a support flow. It is not

(continued••• )
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inq signals to new aarket entrants. These talse signals may

result in wastetul and inefficient investment in the network

infrastructure by soae providers. 52 The Commission recognized

the need to adopt a transition mechanism in its Notice of Pro

posed RUle.aking:

While the price cap plan gives LECs greater incentives
to operate etticiently and gre.ter flexibility in
setting rates, it does tape.e .igniticant regulatory
constraints upon carriers. Such constraints may become
unnecessary or counterproductive when market forces
qenerated by competition eftectively assure reasonable,
and not unreasonably discriminatory rates. Rate regu
lation in these circumstances may impede the incumbent
carrier's ability to compete vigorously rather than
protecting customers or achieving the other qoals of
the COIUDunications Act. In the cast of AT&T, for
exaaple, price caps proved to be a transitional fora of
regulation for many .ervices, which have since moved
from price caps into streamlined regulation as competi
tion increased. 53

Thus, the Commission should not delay in establishing crite

ria for determining when LEC services should be removed from

price cap and other regulatory constraints. If no LEC services

qualify -- which is highly doubtful -- no one will be harmed by

the incorporation of such criteria in the LEC price cap plan.

But the converse is not true. If the Commission fails to adopt

51 ( ••• continued)
clear how many MFS customers benefit trom the inclusion of such a
support tlow in MFS' rates. Mrs Intelenet, Inc., Tariff FCC No.
2, Access Services, issued Apr. 8, 1994.

52usTA Reply at AttachJlant, Karut MalYlis And Pricing
Flexibility for Inter.tate Acee•• S.rvices, by Richard
Scualense. and William Taylor, at 22: Harris Report at 4. ~
Alag GTE at Attachment A, Regulatory RefOrm for Local EXchange
Carriers: Competition through Regulatory Symmetry, Statement of
Dr. Mark Schankerman at 12.

5~9tice of PrQPQsed Rulemaking, 9 FCC Red. at 1705 , 92.
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such criteria, the public interest, consumers, and LECs will be

haraed in those areas and for those services subject to effective

competition. 54

III. RATE OF RETURN PltESCRIPTIONS HAVE NO PLACE IN A PRICE
CAP PLAN

Nwaerous parties argue that LEC PCls should be reduced to

reflect the decline in interest rates and the cost of capital

since the inception of price cap regulation. 55 These parties

ignore the basic tenets underlying price cap regulation in the

pursuit of their own self interest. Adjusting LEC PCls to

reflect changes in the cost of capital, whether these changes be

up or down, is totally at odds with the basic principles of price

cap requlation.

Under price cap regulation, prices are capped by a set

formula, and LECs are incented to provide service in the most

efficient manner, regardless of what happens to the various cost

components of the service. This is quite a change from rate of

return regulation where regulators focused on costs -- and prices

were literally a product of these costs. In its purest form,

~oreover, during the interi., the Commi.sion's limited
resources will continue to be diverted by an increasing number of
waiver requests by LECs. ~,~, Rochester's Petition for
Approval of Proposed Restructuring Plan, Case No. 93-C-0103,
filed Feb 3, 1993, and approved by the state of New York, Depart
ment of Public Service, on May 1~, 1994, yet still not approved
by the Comaission. s•• also Amaritech's Petition for Declaratory
Ruling and Related Waivers to Establish a New Regulatory Model
for the Ameritech Region, DA 93-481, filed Mar. 1, 1993; GTE's
Petition for Waiver, DA 93-977, filed Aug 3, 1993; NYNEX's
Petition for Waiver, DA 93-1537, filed Dec. 15, 1993; Rochester's
Petition for Waiver, DA 93-687, filed May 19, 1993.

55AT'T at 30-33, Appendix D; MCI at 27, Appendix A; Ad Hoc
at 25; CCTA at 5; OCCO at 7; GSA at 4, 6; WilTel at 25.
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rate of return regulation removed virtually all incentives and

uncertainty for regulated providers by allowing them to establish

rates which covered all costs plus a "fair" rate of return on

invest.ent -- hence, the name "cost plus" regulation.

Clearly, rate of return regulation is not a very efficient

way of regulating prices. Also, rate of return regulation does

not make much sense if the goal is to protect consumers from

"monopoly" pricing -- which has been one of the primary goals of

virtually all common carrier regulation since its inception in

the late 1800s. Under price cap regulation, provider costs, with

few exceptions, have no impact on prices.~ This is very simi

lar to competitive markets where an individual firm's costs have

no influence on the market price. Both in competitive markets

and under price cap regulation, firms have the incentive to be as

efficient as possible. 51 Firms are rewarded for increased effi

ciencies through higher profits and penalized for inefficiencies

through lower profits or losses. A competitive firm will act

quite differently if it is protected in some manner (~, a cost

adjustment mechanism for a given type of costs) from the vagaries

of the free market.

Incentives become distorted and input decisions are affect

ed. This situation is even more aggravated in the case of price

cap regulation if provider prices are adjusted for cost changes.

~e only cost inputs in the LEC price cap mechanism are
through the general inflation factor, the GNP-PI, and exogenous
cost adjustments. As was mentioned above, U S WEST supports the
elimination of exogenous cost adjustments.

51Clearly, the sharing and low-end adjustment mechanism
distorts LEC incentives somewhat under the current LEC price cap
plan.
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The net result starts to look very much like the circumstances

which existed under rate of return regulation. Thus, rather than

considering adjusting LEC PCls for chang.s in capital costs or

any other co.t component, the Commi.sion should be taking a st.p

in the opposite direction by eliminating the sharing and low-end

adjustment mechanism. This would eliminate the last vestige of

rate of return regulation in the LEC price cap plan.~

While the above discussion may •••• like a tangential foray

into Econo.ics 101, it is not -- it is the heart of price cap

regulation. The Commission cannot have it both ways -- it cannot

obtain the benefits of price cap regulation and at the same time

adjust prices for selected cost changes (~, as was the case

under rate of return regulation).~ Price cap regUlation virtu

ally guarantees that consumers of LEC access services will

experience price changes that are at least 3.3 Percent less than

the general level of inflation. Conversely, LECs have no guaran-

teed return, only the opportunity to increase earnings through

efficiency gains. This is a significant difference from rate of

return regulation, particularly when the effects of compounding

are taken into account.

HAdopting any of the "cost of capital" arquaents proposed
in this proceeding will only encourage COmPetitors to expend
their energies in regulatory forums rather than in the market
place.

~e Ca.aission recoqnized this when it determined that
price cap regulation wa. a .uch more efficient fora of regulation
than rate of return regulation. In the MAtt.er of Poligy and
Rules Concerning Rat.e. for Dqainant Carriers, Second Report and
Order,S FCC Red. 6786, 6790 ! 29 (1990) ("Prige Cap Order");
Order on Begon.id.ratioD, 6 FCC Red. 2637 (1991) ("Price Cap
Order OD RecoDsideratiQD").
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